the LEC Price Cap Order. A L=C -rhat was not able =g ach:iave

higher productivicy Jrowti tnan -ne Commission s standard wouls
need a LFA in each year <=5 achieve -he 10.25% lower adiustment
level, after the LFA was reversed each year. Thus, Bell
Atlanzic inadvertently shows in =<his chart that if the
Commission did not allow add-back. 1t would impose a higher
productivity standard on underearning LECs than it adopted :in

the LEC Price Cap Order.

Bell Atlantic includes different ptodﬁétivity changes
in chart 1-4 to produce the same underlyxing rates of return as
in chart 1-3, before add-back. By including arbitrary and
unjustified productivity changes from year tc year, Bell
Atlantic makes it impossible to compare the results sclely due
to add-back vs. not adding back. This chart also implies a
higher productivity standard because, after add-back, the LFAs
in years 2, 3, 4, and 5 are lower than in year 1. Moreover.
Bell Atlantic s methodology makes .t appear that the sharing
and LFA amounts are all attributable to year 1 when, in facrt,
they reflect the cumulative effect of LFA amounts for each
year.

In charts 2-1 and 2-2, Bell Atlantic omits the
productivity changes, but it miscalculates the year 3, 4 and S
revenues. Bell Atlantic reverses the year 2 LFA twice in year
3, which should show the same revenues as in year 2 plus half
the LFA amount for underearnings in year 2. These errors
affect the calculation of LFA amounts for all yca:;néftor year
2. Chart 2-2, because of these errors, incorrectly shows thaz.

even with add-back, the LEC earns less thad the 10.2%% min:num



rate of return. However, as zhe Commi.ssion demonstrated 1o -=e
NPRM, add-back shouid a..cw an underearning LEC to earn up =2,
but net more than, the lower ad:.stment amount of 10.25% when
all cther factors are held constant.

Ameritech disputes the Commission's observation that
the failure to include add-back creates a "see-saw"' effect on
earnings by presenting charts that allegedly show that, without
add-back, the rate of return "stabilizes naturally.”lo The
flaw in Ameritech s reasoning is that the rate.of return
“stabilizes” too high. Based on a 14.25% rate of return, a LEC
should earn 13.25% after sharing 50% of Tevenues between 12.25%
and 14.25%. Ameritech's exhibit shows that, without add-back.
the LEC's rate of return stays well above 13.25% in years 3
through 6. The rate of return ‘'stabilizes” (that is, the
see-saw effect becomes less pronounced over time) only because
sharing is limited to S0% of a LEC's overearnings. This was
shown in the graph attached to the NTCs' initial comments in
this docket. For a LEC earning below the lower adjustment
level, the "see-saw" effect continues at the same magnitude
because the LFA is based on 100% of the LEC's underearnings.

Ameritech also argues that add-back "pushes' a LEC
into;tho sharing zone in subsequent years even if it only

11 In Ameritech's example, a

overearned in the first yiar.
LEC earns over 12.25 percent in the first year but not more

than 12.25% in the second and subsequent years, without

10 aAmeritech at p. S and Exhibir 1.
11 ameritech at p. 6.



add-back. With add-back. Amer:-ech shcws thaz she sharing

4

amount caused by year 1 thrcws -ne LEC 1nto shar:ing for vears 2
and 3. What Ameri.-ech 1gnores .s =hat the sharing chligat:icn
in year 2 would be reversed :n vear 3. If the LEC earned
12.25% in year 2 with sharing., -u=t without add-back, iz would
earn in excess of 12.25% in year <hree after the sharing
reversal. Therefore, the see-saw effect would occur, and the
LEC would share the prcper amoun= only every other year.

Add-back is the only way to properly calculate the LEC's

sharing obligation each year.

US West argues that add-back causes a LEC's calculated
rate of return to rise each year even when its underlying

12 However, its analysis

operational results do not change
conveniently assumes that the LEC's API is 10% below its PCI,
so that the LEC does not have to change its rates despite the
sharing adjustment to the PCI. Since sharing has no effecz on
actual revenues in US West's example, it is impossible to
evaluate the effect of add-back. If the LEC's API were equa.
to its PCI, its rate of return after add-back would be the same
each year. That is, if the LEC earned 14.2%5% in the first
year, its normalized earnings would be 14.25% in the second
year, after add-back of sharing revenues. This would produce
the same sharing amount in the third year. The LEC's
underlying rate of return would remain at 14.25%, and its

actual or booked rate of return would be 13.2%5%, after shar:ng.

each year after the base year Thus, add-back does-'not inf.ate

12 ys West at p. 8.
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eizher the LEC s underlying ra=e ci Teiurn or its repcrzed ra=a2
of return -- 1t simply ensurzes --aT the rate of return for
purposes of computing a sharinc cftl:ization is not artificially
reduced by the amount of shar:ing f:om the previocus year.
Finally. MCI objects that add-back (that is, removal)
of LFA revenues permanently exc..des LFA revenues from a LEC's

13 Mcr notes that if LFA

rate of return calculations.
revenues due to underearnings in year 1 are removed from the’
rate of return calculation in year 2 through add-back. the
revenues for both years are below actual billed revenues.
However, this does not in any way undermine the earnings
backstop mechanism. In effect, LFA revenues under add-back in
year 2 are treated as having been ‘earned" in year 1.. It only
appears that total billed revenues are not included in the rate
of return reports because the LEC does not retroactively change
its rate of return for year 1. If the revenues that were
removed from year 2 were included in year 1, the LEC's earnings
for both years would be at the lower adjustment mark of

10.25%. This shows that add-back allows the LEC to recover
underearnings in the previous year, and no more. The LFA
revenues must be removed from the rate of return report for
yeaf 2 to properly calculate the LFA needed for year three cto
maintain the 10.25% rate of return after reversal of the year 2

LFA. Without add-back, the LEC's rate of return would be below

10.25% for the entire period.

13  MCI at pp. 8-9 and Table 1.
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_OWER FORMULA ADJUSTMENT REVENUES MUST BE REMOVED FROM
EARNINGS TO COMPLY WITH THE PRICE CAP MINIMUM RATE OF
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MCI supports add-back 2f sharing amounts but not of
LFAs. MCI cannot have it both ways. Add-back performs the
same function whether it is applied to sharidé“or LFAs -- it
normalizes a LEC's rate of return for purposes of computing the
sharing obligation or LFA amcunt for the next period.

MCI complains that remcoval of LFA revenues excludes
revenues actually billed to customers.* Add-back of sharing
could be criticized on the same basis, because it includes
revenues that were not billed to customers during the current
reporting period. In both cases, add-back simply removes the
effect of additional revenues (.n the case of an LFA), or of
revenues that were not collected (in the case of sharing) in
the current period due to events that occurred during the prior
pericd.

’ MCI maintains that, under the previous rate of return

redulation, the Commission never allowed the LECs to exclude

revenues for purposes of computing their oa:nings.ls This 1is

incorrect. Under the rule that the LECS must report “earned’

revenues during a reporting period, the LECs have always

14 MCI at p. s.
15  MCcI at p. 11.
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excluded revenues from Dackb...:nS {(revenues cgol.ected i =ne
current period for services tha:t were provided in a previcus
period) from their repcrted earn.ngs under both the rate of
return and price cap systems. L_FAs are similar to backbilling
because zhey are "earned” in the previous period when the LEC
underearned, and because they do not reflect the revenues that
the LEC would otherwise have col.ected during the reporting

period.

MCI also argues that the LECs never normalized rate

16

increases under the rate of return rule. This is true only

because there were no out-of-per:od rafg increases under the
previous automatic refund rule, which had no mechanism for
correcting underearnings in a previous period. Had the
automatic refund rule included a mechanism for rate increases
due to earnings in previous periods, the LECs would have been
required to report “"earned” revenues by excluding those
revenues from the period in which they were received. This is
similar to the treatment of refunds. Whether refunds are made
through credits paid ditectly'to specific customers or through

prospective rate reductions, the LECs must normalize their

revenues in the same manner by adding-back the refunds to their

16 1d4. MCI points out that the LECs did not normalize rate
increases due to midcourse corrections under the rate of
return regime. However, midcourse corrections were not
out of period events. Those rate increases occurred
during the reporting period to re-target earnings to the
authorized rate of return during the remainder of the
reporting period. Because they were not designed to
recover underearnings that occurred during previous
reporting periods, there was no need to normalize the
revenues from those rate charges.



rate of return reports. Fcr the same reasons, i+ is .-T2lsy

whether a LEC receives cut zf zer::-3 revenues in zhe form ¢
tackbilling or an LFA rate increise -- <he LEC must still
exc.ude those revenues frcm 1ts 2ariings to report earned
revenues for the current repcrt.ng period.

MCI also criticizes add-back when applied to LFA
because it "quarantees’ that a LEC will earn at the lower
adjustment mark of 10.251.17 MCI argues that the Commission
did not establish 10.25S% as the minimum rate of return for

18

price cap LECs. It notes that under the previcus rate of

return regime, the LECs were required to refund overearnings

but were not allowed to raise prices for underearnings. This

is true, and it is also why the automatic refund mechanism was

overturned in AT&T v. FCC.19 The court found that a system

that automatically refunded overearnings but provided no rel:ef

for underearnings would, over time, drive a carrier's return

below the minimum level that the Commission had determined was

necessary for the carrier to stay in business. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17 MCI at pp. 12-14. MCI does not object to the fact thac
add-back "“quarantees"” that a LEC in the sharing mode w:
not earn more than the maximum of 14.25%. While MCI's
self-interest in policies that will reduce rates is
understandable, the Commission must adopt a congistent
approach to add-back for both sharing and LFXs'

18 MCI at pp. 10-12.

19 aAmerican Tel. & Tel. Co. v. FCC, 836 F.2d 1386 (D.C. .
1988).

LI
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along with a mechanism —-- <he _FA -- U0 precvide relief ¢zr a
carrier that earned telow tnhe Lcower limit.

The Commission adopted -he .ower adjustment mark based
on its unequivocal finding that a LZC earning less than 10 25%
over an extended period of -ime wcu.d be unable to maintain

20 By setting the lower limit 100 basis points below

service.
the authorized rate of return of 11 25%, the Commission gave

underearning LECs an incentive to improve their productivity,
without setting the lower limit so low as to endanger their

21 MCI's issue is not with the

ability to remain in business.
NPRM, which does nothing more than ensufe that the LFA is
properly computed fo bring earnings up to 10.2%5%, but with the
price cap system that the Commission adopted in 1990. These
arguments are irrelevant to the NPRM, and MCI should reserve
them for the Commission's upcoming review of the price cap
system.

The NPRM demonstrates that if LFA revenues are not
removed, an underearning LEC may earn at 10.25% in some years,

but that the "see-savw"' effect would ensure that the LEC would

underearn over an extended period Thus, a failure to exclude

20  see LEC Price Cap Order at para. 148.

21 LEC Price Cap Order at paras. 164-65. Thus, Bell Atlantic
misses the point when it quotes the LEC Price Cap Order to
arque that the Commission rejected the notion that the
price cap system should gquarantee the LECs that they will
achieve earnings at the full rate of return. gJee Bell
Atlantic at p. 3. The "full' level of the préscribed rate
of return is 11.25%. The backstop mechanism that the
Commission adopted only increases LEC earnings up to
10.235%, in order to retain an incentive for increased
efficiency.



LFA revenues wou.d c.ear.y Ze LI TCns.LsTent with the

Commission's price cap 2acks=cz —ecnanism £or locw earnings.

IV. SHARING DOES NOT HAVE TO BE EQUATED WITH REFUNDS TO
JUSTIFY ADD-BACK

Some of the commenters oppose add-back on the grounds
that the Commission is attempting to turn the price cap'sha:ing
mechanism intoc a rate of return refund mechanism.z2 They
argue that refunds are backward-looking attempts to correct
past overearnings, while the price cap backstop mechanism is a
forward-looking effort to re-target eaf!!'lngs.z3 Some even
argue that add-back is prohibited because it constitutes

‘ These arguments miss the point.

retroactive ratemaking.z
Regardless of whether sharing is a refund mechanism or not,
normalization of a LEC's rate of return is necessary to
properly implement the policies -hat the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharing and LFAs are

quite clear. Sharing and LFA amounts are calculated based on

22 see, @.9., GTE at p. 5.
23  see., €.9.. MCI at pp. 18-19.
24  sSee, €.9., GTE at p. S; Ameritech at pp. 2-3. Ameritech

misquotes the Commission's Price Cap Recongideration Order
by making it appear that the Commission decided that
"Sharing is intended as a means of sharing prospective
productivity gains, and not a refund mechanism.”

Ameritech at p. 3. The language it quotes isf a summary of
the comments of BellSouth in that proceeding, and it :s
not a finding by the Commission. S¢e Policy and Rules
Concerning Rates for Dominant Carriers, CC Docket No
87-313, QOrder on Reconsideration, FCC 91-115, released
April 17, 1991, p. SO n. 148




the base year, ..e., past per:sd, rate of rewturn. The shar:ing
and LFA adjustments that are ca.:ulated in this manner are ~ace
to the future period rates as a cne-time adjustmenz. Thus,
these adjustments are not designed to target future rates =0 a
particular rate of return; they are always calculated with
regard to past period earnings. It is too late in the game for
a party to oppose this process or to characterize it as
retroactive ratemaking, since the period for petitions for *
reconsideration c¢f the price cap policies has long passed. The
only issue at this point is whether add-back is necessary to
carry out those policies. The NPRM cldfily demonstrates that
it is. Without add-back, a LEC's rate of return does not
reflect its underlying financial results, and it is impossible
to enforce the earnings limitations of 10.25% on the low end
and 14.25% on the high end.

V. THE NPRM CLARIFIES, RATHER THAN MODIFIES, THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

BellSouth disputes the Commission's characterization
of the NPRM as a clarification of the requirements of the price
cap rules, rather than as a rule change, and it argues that the

Commission cannot apply a rule change rct:oactivoly.z5

25  see, €.9.. BellSouth at pp. 3-9. _gg algo ATET at p. 6.
BellSouth also cites the NPRM for t fropocicion that
ratepayers would be harmed by retroactive application of
add-back because it would increase rates by $20 million.
BellSouth at p. 8. This is incorrect. BellSauth cites
the Commission's calculations of the 1992 sharing and LFA
amounts, which do not represent the impact of add-back on
1993 sharing levels, which are affected by the LECs’
underlying 1993 rates of return. The NTICs calculate that
add-back would reduce nationwide access rates by over $20
million if applied to 1993 rates.

-



BellSouth rests 1ts case entire.v cn the technicalities ¢f =ne

Form 492A repor+t, and it dces nc- refute the Commissizsnh s
f£indings that (1) the exisz:n3 r..es place zhe burden cn =he

_ECs to calculate sharing amecuncts :n accordance with the
Commission’'s sharing mechanism. and (2) the only way to
properly calculate a LEC's shar:ing cbligation is to add back
the effects of sharing or LFAs for previous periods. Nor does
BellSouth dispute the fact that the Commission retained the
Form 492 requirement that LECs report earned (i;g;, normalized)
revenues. These requirements, which prgedate the NPRM,
effectively refute BellSouth s argument that the NPRM proposes
a retroactive rule change. Clearly, the NPRM merely clarifies
the requirements of the Commission' s price cap rules, and the
principles described in the NPRM apply with full force to the
issues in the pending investigat:on of the 1993 Annual Access
Tariffs.

BellSouth is wrong 1n i-s analysis of how the revised
Form 492 requires the LECs to report their rates of return.
BellSouth notes that the previous Form 492 report contained a
line 6 to itemize refunds in the base period, and that it
required the LEC to subtract this amount from the operating
income on line 3 to produce a ‘"net return” on line 7. In the
revised Form 492A, the Commission retained a line for
FCC-ordered refunds (line 7) and it added a line for sharing
and LFA amounts (line 6), but it did not retain a final line
that would have required the LECs to add-back the ;hi:ing/LrA

amount or the FCC-ordered refund amount to produce a "net



N i 26
return’ similar o the previcus ..ne 7. According =o
BellSouth, this '"makes it c.ear -na: add-back forms no par-
of the rate of return caiculaticns under the LEC price cap

27 :
2 This argument groves too much. I[f che

orders or rules.
absence of a final line requiring =he LECs to add-back
sharing/LFA amounts on line 6 were dispositive, then the same
would be true of the FCC-ordered refunds on line 7. Yet, even
Ameritech admits that the LECs must normalize their revenues cn
line 1 by adding-back the FCC-ordered refunds om line 7.28
Thus, the fact that these items are broken out on lines 6 and 7
does not mean that the Commission changé& its rules on
out-of-period adjustments. To the extent that sharing/LFA
amounts, FCC-ordered refunds, backbillings, and credits for
overbillings are calculated and applied with reference to past
periods, the effect of these items must be excluded f:om'
"booked" revenues to show "earned revenues on line 1. The
fact that the Commission modified the Form 492 to eliminate
separate calculations of the effect of refunds does not mean
that the Commission amended its normalization rule sub silentic.
Thus, the rule has always been that the LECs must
normalize their revenues for all out-of-period events,

including sharing/LFA revenues. In addition, normalization

through add-back is implicit in the rules on the backstop

26  gee BellSouth at pp. S-6.
27 14.
28 see Ameritech at p. 3.



sharing and _FA mechanism. YNz c:rmenter has provided any

evidence to the contrary.

VI. THE NYNEX TELEPHONE COMPANIZIS AGREE THAT THE COMMISSION
SHOULD ENHANCE THE INCENTIVES FOR THE LECs TO BECOME MORE
ETTICIENT 3Y ELIMINATING SHARING IN ITS REVIEW QOF THE
PRICE CAP RULES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

29 We agree. However, that is

their potential earnings.
because add-back enforces the 14 25% upper limit on earnings

that the Commission adopted in the LEC Price Cap Order. Such a

limit dampens the incentive of the LECs to take risks when
investing in the domestic network infrastructure because their
potential gains are limited. The price cap system already
protects ratepayers through the caps on price increases. There
is no need to engraft further “protections” by placing an
inflexible ceiling on the earnings that the LECs can achieve by
investing in the telecommunications network.

The way to encourage innovation and risk-taking is not
to re~interpret the Commission's existing rules on the backstop
mechanism by deciding that normalization never existed.

Rather, the Commission should amend its price cap rules to
eliminate sharing, which makes the issue of how to calculate
rates of return moot. For this reason, the NTCs support the
commenters that urge the Commission to eliminate sharing in the

upcoming review of the price cap rules.3?

29

See., 8.9., Pacific Companies at pp. 2-4; USTA at pp. 2-%
30 see id. ]



VII. CONCLUSION

For the foregoling reascns. tnhe Commission should adeps

ics proposed rule to clarify thatc tae LECs should add-back zhe
effects of sharing and LFAs 1in calculating their rates of

return for the backstop earnings mechanism,

Respectfull§ submitted,

New Yocrk Telephone Company
- and
New England Telephone and
Telegraph Company_

BY:122?24§£J>/‘BQZE7
dWard R. Wholl

Joseph Di Bella

120 Bloomingdale Road
wWwhite Plains, NY 10605
914/644-5637

Their Attorneys

Dated: September 1, 1993
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1. INTRODUCTION AND SUMMARY

1. Under the Commission’'s price cap pian. 8 local ex-.

change carrier's (LECs) intersuate rate of return in one
year can be the basis for adjustments (O that carrier’s price
cap indexss in the following year. This rate of return
"backstop” is intended to tailor the plan to the circum-
stances of individual LECs. while assuring that customers
share in productivity gans. In order 10 pressrve the effi-
ciency incentives of price caps. this sdjustment (o the
indexes applies only to the next yaar's sliowabie rates. and
onty if the LEC’s rawe of rerurm falls outside a broad range

around the rate of return used o hegin LEC price caps. .

11.25 percent. The LEC generally begins to share haif of its
earnings with cusiomers beginning &t 3 1225 percent rate
of return: all earnings above 16.25 percent are returned 10
customers through this adjusiment. Similarly. at the low
end. if the LEC's earnings fall below 10.25 percent. an
upward adjustment in the prics cap indexes is permittad in

‘the following vear.

3. LEC price cap raies took effect on janusry 1. (991,
and the first appiicanon of this sharing and lower adjusm-
ment mechanism occurred in the snaual (992 sccess wriff
fihngs. which were filed in April 1992 and took effect on
July 1. 1992. LECs with rates of return above 121.2S percent
during 1991 lowered thetr price cap indexes by a towi of
$76.8 million t0 share earnings. LECs with rates of return
nelow 1015 percent increased theiwr indexes by a towt of
$96.6 million.

' amendment of Par 65, Inwurtate Rate of Return Prescrip-
tion: Procedures and Methodologies 1o Eswablish Reporting Re-
quirements. CC Dochet No. 86-127, | FCC Reg 952, vse.57
(19m0).

> 1d. at 9981, Appandix C.

——

[n the annuatl 1993 access tariff Siings. an ssue ~a
ar sen 35 (0 oW SUCh Naring and (ower eny adjusiments *o
‘ne arice cap indexes snouid de reflected :n tne rate o
-erurn used (0 determine sharing and lower formuid adiust-
ments (n the foilowing vear. Some price cap LEC: nave
proposed that the rate of return used (0 compute tnly vear s
sackstop adjustments shouid inciude the effects of last
vear s backstop adjusimnent. This approach would reduce
sharing amounts chus vear for LECs wno were subjec: 0
sharing last vear. However. unager rate of return regulation
we have required LECs (0 “add-back” an adjusiment for
rate of return-based refunds from prior periods. “Add-
back”™ would also increase the lower end adjustment. and
thus permit higher rates. for LECs who received that ad-
iusiment last yesr.

4 Qur review of the LEC price cap plan. and Jthe ruies
and orders implementing it. indicates o us” that che
amounts of the backstop adjusiments should probabiv not
be included when compuung the rates of return used to
determine sharing and-lewer end adjustments in tne foi-
iowing vesr. As we discuss below. we delieve that “add-
back” is more consistent with the price cap plan as it was
adopred. Homer we recognize that this issue was netther
expressly disiissed in the LEC price cap orders nor clearly
addressed in our Rules. "Add-heck” also poses impiementa-
tion 1ssues that it may be useful t0 air and resoive now that
the first warifs raising this issue sre before us. Accordingly.
we are establishing this docket (0 seek comment on the
ientative conclusion discussed delow. and on proposed rule
changes. (0 (ncorporate "add-back” clearly into the LEC
price cap rules.

I1. DISCUSSION

A. Add-Back In Rste of Return Reguistioa

S. Under rate of return regulstion. LECs refund
overesrnings above the prescrided maximum allowabdie rate
of return. whether through direct payments (0 customers,
rate reductions in 3 subsequent tariff filing period. or dam-
ages awsrded after complaints. Because the rate of return
prescription applies w0 a LEC’s performance and rates
within 3 specific monitoring period. we have required
LECs to treat refund payments as adjusiments (o the period
i which the oversarnings occurred. rather than (0 the
period 1n which the refund is paid.' .

6. This approech is implemented by including a line-
tem on the rate of return monuoring report. Form 492,
which displays che amount of refunds associated with prior
enforcement periods.’ The refunds are then "added back”
into the rowl returns used (0 compuie the rate of return
for the current enforcement period.’ The net rate of return
after add-hack 15 then used 10 determine comphiance with
the prescribed rate of return during the new enforcement
period. and (0 compuss (he amount of any refund obliga-
non.’

! Section 83.000 of the Commission's Rules. 4~ C.F R Secuon
68 o

‘ Sections 65.700-0) of the Commimsions Ruies. - CFR.
Section 65.700-4)3,
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B. The Rate of Return Bacxstop 'n the LEC Price Cap

Plan

T A pure price cap plan seeks (0 estaplish reasonap'e
rates bv capping prices rather than profits. For exampie =
our AT&T price cap pian maximum prices are {imized 7v a
‘ormuia that adjusts the price cap ingexes (PCls) annualiv
mased on nflation and a proguctivity target. not (ne car-
rier's own costs.’ The Commussion was coacerned. how-
ever. (DA a pure price cag plan mmght produce unintendea
resulls as applied 0 the magy indivwtuai LECS and wherr
varmng aperuional and economic circumstances.® For tnus
reason. o Commussion (nciuded a caze of return-based
packstop mechanisar tr the LEC prce cap plan. The pian
retains productivity incentives by allowing LEC eirmungs o
vary within 2 wide range around the imiual L[ 2S percent
rate of return. Outside that range, the sharing and lower
formula adjustment apply (0 adjust the price cap ndex.

8. We anucipated that the backsiop would operate in
much the same way as rate of return enforcement for LECs
stll subject to cate of return reguiation. Rates of return
would continue t0 be caiculated and reported in essentiaily
the same manner.' Where we found that changes in the
apphication of the rate of rerurn were appropriate. we
specifically adopted them. These changes :nctuded the
wider range of earnings. the exciusion of the LEC price
cap earnings threshoids from the rate of return
represcription process. and the deietion from earnings re-
ports of informsuion not needed unuer the price cap plan.”

9 We adopted the sharing and lower ead adjusiment
mechanisms both as ruies and prescriptions. simiisr to the
prexcription applied to rate of return carriers.® We aiso
made clear that we expected the mechanisms to enforce the
earnings Limiuis we had adopted. in order (0 assure that
rates would remain wihin a range of reasonabieness. and
that partucular LECs could not retain unusuaily hugh earn-
ings that were not necessarily tied (0 increases in pro-
ductivity. Section 61.45(dX2) requires that price cap LECs
“shail make such temporary exogenous cost changes as
may be necessary o reduce PCls to give full effect 10 any
sharing of base period esrnings required by the sharing
mechanism..." See also Section 61.45(d) 1 X vii).

C. The Add-Back lssue for the Price Cap Backstop

10. Our niual review of the record does not indicate
that any commenters n the LEC Price Cap ruiemaking or
i the subsequent reconsideration proceeding discussed the
detaiis of rate of return calcuiations. or requested that we
euminate add-back from che rate of return calculsuions of
the LEC price cap pian. In discussing and adopting
changes 1n rate of return MONItONNg and reporing. we aiso
did not indicate that the add-Back provisons in Form 492,
YRICH (S used (O repoTT rEturns. were (0 de changed.

' Report and Ora.r and Secomd Further Nouce of Proposed
Ruiemaiing, + FCC Rea 2873, 2922-3) (paras. 1D-114) ( (99)
(AT&T Price Cap QOrder;: Errmium. 4 FCC Red 3379 (1989,

" Policy and Ruies Concerning Rates for Dominant Carriers.
CC Docxet “o. A7-313. Secomd Report and Oraer. S FCC Red
ATHO. AN (190) (LEC Price Cap Order;.

Far LEC> who eiest 2 productivyy factor of 1.3 percent
during the tanff year. the 50 percent sharing obligation Begins
for raier of rerurn above (225 percents and 1N percent sharing
Segins at 16.25 percent. For LECs wno eiect the more chaileng-
ing 4.3 pereent productivity factor. S0 percent sharing begins for
rates of return 3oove 325 percent. ind (N0 percent sharing

We nave 2is0 examinel ne eNari . i aail g-
Sereve (RAr L CONUINUES 10 D€ A7 a0Drugrogre j3ac - leee
Srorapty necessary COmMpPONent Of tne 23acksiop T rg: 35 -
2cassed 10 tne LEC Price Cap Order “ne arice 230 = 3r
Tenced 0 Create InCentves or produciiiit zrow:-
-hangss norate Of retuzn €acn vear are useg as 3 measure
27 D1OoduUEnIVItY grown relative O 'nNe Drice cap rarge: T -e
imounts Of snaring or lower formuia adiustmen: mpie-
Tented 1n ONE Year. however. reldte 0 uroquclvity periar-
Tance :n 3 prior vear Thus. uniess aad-back occurs. tne
“eta10nsSRIp berween rate Of return and oroQuclivily growan
mecomes biaen.

.2 Second. withour add-back. artificial swings n earn-
‘ngs Can occur. As the exampie in Appendix A illusirates.
‘ne uyse of unadjusted rates Ot return for hackstop caicula-
ions create a "seesaw"” effect on earnings. even f tne
zarrier’s operatnonal performance was (he same "®ach vear
This can occur because the unadjusted rate of return effec-
ivelv Jouble<counts the amount of the backstop adjust-
Tent. once in the base vear and then again n tne taniff
veRr.

.3. Third and most important. add-back appears neces-
sary to the rate of return threshoids applied o determine
orice cap L2€s’ sharing obligations and lower adjustment
ight are those we intended. The price cap pian gives the
-ECs substanuial flexibility tn their rates and earnings. to
encourage greater efficiency.. However. for tne LEC, the
Commuission esuablished limits vn this flexibility and a
range of reasonableness for LEC earnings. Without adg-
nack. the double-couatiag of hacksiop adjustments could
effeciively permit earnings autside the range of ceasonable-
ness we designated. LECs would share less of their earnings
as they approach or exceed the high end of the range. and
would receive smaller adjustments whesn they fell beiow the
low end of the range. In both cases. the effective rate of
return over Lime could fall outside the range of returns we
judged o be ressonable. Rates of return would not be
limited to the 16.25 percent maximum we established for
LECs electing a 3.3 percent productivity factor, nor would
earnings pelow 10.25 percent be adjusted upward to 10.25
percent This effect is illusirated in the exampies \n Appen-
Jdix A. The examples 3180 show {hat this discrepancy couid
pe quute significant. [n the current annual access taniff
filings. use of the unadjusted rate of return for computing
this year's hackstop adjustments would permic rates of re-
turn that would be on average 0.0 percent higher at the
upper end. and 0.5 percent lower at the low end (han the
adjusred rate of return. For individual LECs. che effect s
ofren greater sull. as much as 2.0 percent above and 09
percent below the rate of return calculated without the
adjustment.'' The add-back adjusiment corrects these de-
viations and sets the backsiop rate of return limts at the
levels we seiected in the LEC Price Cap Order

vegins at 17.25 percgnt. The lower formula adjusimen: remains
3t 10.25 percent in both cases. LEC Price Cap Order 5 FCC Reg
3t 57RY.AN (paras. 7-1.

' LEC Prce Cap Order. S FCC Rcd at 6R32 (para. I°1)

“ LEC Price Cap Order. 5 FCC Regh 2t 0M427-3< (paras 132-4d)
' LEC Price Cap Order 3t 8A36 (paras. )3--H)

For exampie. in the 3nnual W2 access :ar:iff filing
Ameritech calculated a sharing obligation of §18 2 m.ilion and
reduced i3 rates oa July 1. 1992 10 return N3t amount 1o
-atepayers. Thys, AmeriteCh’'s revenues were 2504t 39 maloa
ower 1n 1992 that they would have Been withou! snar:ng dur-
.ng ‘ne swcond haif ot tne year. Ameritech reporied o ‘e of
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|4 By reducing the range of earnings sermuted .ncer
the DACKSIOP. Rowever. add-back does requce (e efficiency
(ncentives. Moreover. (0 the extent ‘nac ine sharing and
lower end adjustments under price caps are 10l rerunds.
mignt be argued chat the rate of return mernodology Jsec
10 define sharing obligations and lower formula adjust-
ments should be based upon the returns achieved under
(ne rates actuallv charged during the dase year .

!5 Based upon our review of this ssue. we tentauvely
conclude rhat the add-back adjustment sheuid coatinue (0
be part of the race of return calculations of LECs subject to
price caps. preceding their caiculations for purposes of tne
backstop sharing and lower formuia adjustments. We oro-
pose specific rule language n Appendix B 10 impiement
this tentative conciusion. We aiso request comments on
this tentauve conciusion and other mechanisms (o deai
with the ssues we have discussad.

D. Credit for Below<Cap Rates

[6. Use of add-back would present at least one further
1ssue: whether a LEC that has set its rates helow the price
cap ndexes during the base year shouid receive credit for
the amount berween 13 PCI and is APL or actual prices.
in calculating i1ts sharing amounts. in a sense. the LEC has
aiready passed through some rate reductions by pricing
helow the cap. Aliowing credit for below-cap rates would
encoursge carrers (o charpe iower. beiow-cap rates. Con-
versely. if the LEC's iow earnings in one year are in pan
the result of its own decision t0 et rates Deiow the cap. the
rationale for allowing an upward adjustment in the cap the
next year wouid seem (0 be less persuasive. Moreover. we
established the alternative 4.3 percent productivity factor as
an option for LECs who are willing to make larger up-
front rate cuts 1n exchange for reduced sharing require-
ments. We did not specify other adjusiments 10 shanng
obligations. and dectined to adopt a pian that would have
automaticaily reduced sharing based upon the actuai rates
set by the LEC.'* We request comment on whether LECs
should be given credit for below-~cap rates (n the price cap
nackstop mechanism and how such 3 credit wouid be
caiculated.

[Il. PROCEDLRAL MATTERS

T Regulatorv Flesibduy Aci. We certify that the Regula-
tory Flexibility Act of 1980 Jdoes not apply to this rule
making proceeding because if the proposed rule amend-
ments are promuigated. there will not be a significant
econoOmIC Impact on a substantial numbder of smail business
ennuies. as Jefined by Section 601()) of the Reguiatory
Flexinlity Act. Local exchangs carriers subject to price cap
regulation. who would be sffected by the proposed rule
amendments. generally are large corporations or sffiliates
of such corporations. The Secrewry shail send a copy of
this Notice of Proposed Rule Making inciuding the cer-

return for 1992 3t 12,79 pereant without add-Back. An add-back
adjustment of $9.! million. slong with the federal income tax
effect. would raise Ameritech’s rate of return 10 12.99 pereent.
Thus 1.2 percent difference 1n rate of return wouild generate an
adinonal §3 million in sharing obligation dunng the accem
year beginming on July 1. 1993

Conversely. Contel of the South. which had a |

"'“ar.or\ 10 tne Chief Counse! for Advocacs % ~e S=3
TLriness AJMINISIFINOA 1n accorgance witr paragrao-
373 of the Regulatory Flexipiiney ¢t Pup L No
> T+ 94 Stat .6 5 U.SC. Section 601 # seq . 95,

3 Comment Dates: Pursuant (0 applicanie procecures
set forth (n Sections 1. 415 and | 419 of tne Commussion »
Ruies. <7 C.F R. Sections 1.415 and ! 4|9 :ncerestea par-
‘ies may file comments on or before August 2. 1993 ana
"ep.v comments on or before September 1. 1993 To file
‘ormally (n MIs proceeding. YOU Must file an orumnar and
four coptes of all comments. repty comments. and support-
ng comments. {f you want each Commussioner (o receive a
oersonal copy of vour comments. You <noula file an orig-
nal pius nine copies. You shouid send comments and repiv
zomments 10 Office of the Secretary. Federai Communica-
ions Commussion. Washungion. D C. 20554 Comments
ang reply comments wiil be available for public inspection
Juring regular business hours in the FCC Referqnce Cen-
rer. Room 230. 1919 M Sireet. N.W.. Washington. D C
10554 . (

19. Ex Pane Rules - Non-Resiricied Proceeding. This 1s a
non-restricted notice and comment rulemaking proceeding.
Ex parwe presentations are permitted. except Juring the
Sunshine A, period. provided they are disciosed as
provided in-Commission Rules. See gemeraily <7 CFR.
Secrions 1.1202. 1.1203. and (.1206¢a).

For further information on this procesding contact Dan
Crosh. Taniff Division. (202) 632-6387

FEDERAL COMMUNICATIONS COMMISSION

William F. Caton
Acting Secrewry

add-dack. its adjusted 192 rawe of return would de » 1S
percent. Use of the adjusied rate of return in the ow end
adjustment would permit 3a addyional §1 million n 0w
end adjustment for Contel 1n (e forthcoming accews vear
'} LEC Pmee Cap Order, $ FCC Red at M)} (paras  Ix-34)
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APPENDIY 4
° Consider the company whose earnings are as shown below,
which makes its refunds <=nrough a refund check each
December 31
Year 1 Year 2 Year 3 Year 4
Revenues 2,428 2,428 2,428 2,425
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 14.25 14.25 14.29 14.25
Refund 100 100 100 100
ROR with
Refund 13.25 13.28 13.28 13.28
o Contrast this with the effect on this same company with
a sharing plan to implement the rafunds, but without an
add-back
Year 1 Year 2 Year 3 Year 4
Reavenuaes 2,428 2,328 2,178 2,380
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 14.2% 13.2% 13.7% 13.5%0
Sharing
to be re-
turned in
next year 100 S0 78 62.50

- This company shares less and reports a different
rate of return each year, even though its underly-
ing costs did not change

-] Contrast this result wvith the aeffect of including the

add~-back

Year 1 Year 2 Year 3 Year 4
Revenues 2,428 2,328 2,328 2,328
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 14.28 13.28 13.28 13.28
Add-back 0 100 100 100
ROR with
Add-back 14.28 14.28 14.25 14.28
Sharing 100 100 100 100

° Thus the company vhich includes the add-back in its rate
of return computation has the same rate of return and
returns the same amount of money to ratepayers as the
company which makes its refund by a check.
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Q consider the company whose earnings are as shown below,
which recelves its .owv-end adjustment through a check
each December 31

Year 1 Year 2 Year 3 Year 4
Revenues 1,928 1,928 1,928 1,928
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000.
ROR 9.25% 9.25 9.2% 9.2%
LowEnd Adj 100 100 100 100

ROR with .
Adj 10.25 10.25 10.28 10.28

o Contrast this with the effect on this same company with

an exogencus adjustment to implement the low end adjust-
ments, but without an add-back

.

Year 1 Year 2 Year 3 Year 4

Revenues 1,928 2,028 1,928 2,028
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 9.2% 10.29% 9.28 10.28
Low End Adj

to be re-

gained in

next year 100 0 100 0

- This company receives less lov end adjustaent
and reports a different rate of return each year,
even though its underlying costs did not change

o Contrast this result with the effect of including the

add-back

Year 1 Year 2 Year 3 Year 4
Revenues 1,928 2,028 2,028 2,028
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 9.28 10.25% 10.28% 10.28
Add-back 0 =100 -100 =100
ROR with
Add-back 9.28 9.29 9.28 9.28
LowEnd Adj 100 100 100 100

) Thus the company vhich includes the add-back in'.its rate
of return computation has the same rate of return and
receives the same amount of money as the company wvhich
receives its lov end adjustment in a check.

e ‘= - rme = L o




FCC 93-328 Federal Commumecations Commission

APPENDIX B

Proposad Rule Section

Part 6l of Title <7 of the Code of Federal Reguiauons s
groposed (o be amended as follows: i The autnority
cuation for Part 61 continues 10 read as follows:

AUTHORITY: Sec. 4. 48 Stat. 1066. as amended: 37
US.C. 184, Interpree ar appiy sec. 203, 48 Siat. 1070: 47
US.C. 203

2. Secuion 61.3(e) 1s revised bv adding the following
bracketed language: Section 6..3 Deflnitions

{e) Base Period. The |2 month period ending six
months prior (0 the effective date of annual price cap
1ariffs (Base vear or base period earnings shall not n-
clude amounts associated with exogenous adjustments (0
the PCl for the sharing or lower formuia adjustment
mechanisms. |




